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Notes:

« Throughout the summer, gasoline prices have drawn most of the public’s attention, but EIA has been
concerned over winter heating fuels as well.

« Distillate inventories are likely to begin the winter heating season at low levels, which increases the chances
of price volatility such as that seen last winter.

« Natural gas does not look much better.
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Notes:

» Residential heating oil prices on the East Coast (PADD 1) were 39 cents per gallon higher this June than last
year (120 v 81 cents per gallon). As many of you already know, the increase is due mainly to increased

crude oil prices.

« Diesdl fue prices behaved similarly, though with less of a spike last winter. The average East Coast diesel
price in June was $1.43, 37 cents higher than a year ago.

« Thisdlide shows the strong influence crude oil prices have on retail distillate prices.

« Distillate tracks the crude price increases seen in 1996 and the subsequent fall in 1997 and 1998. Distillate
prices have aso followed crude oil prices up since the beginning of 1999.
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Notes:

« Theremainder of the presentation on distillates will cover how crude markets have changed to impact crude

oil prices and thus distillate prices, and how this market led to the low stock environment we are currently
experiencing.

« After seeing where distillate stocks now stand, we will explore the factors that impact stocks for the
upcoming winter.

« Demand and supply will both be reviewed, followed by the outlook for each of these factors.
« Findly the outlook for inventories and prices will be presented.
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Notes:

« Inconclusion —The U.S. may be starting winter with low stocksin all the heating fuel sectors.
» Low stockstranslate to an increased potential for price volatility.
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Notes.

« Residential heating oil prices on the East Coast (PADD 1) were 39 cents per gallon higher this
June than last year (120 v 81 cents per gallon). As many of you already know, the increase is due
mainly to increased crude oil prices.

» Diesdl fuel prices behaved similarly, though with less of a spike last winter. The average East
Coast diesel price in June was $1.43, 37 cents higher than a year ago.

« Thisdlide shows the strong influence crude oil prices have on retail distillate prices.

« Didtillate tracks the crude price increases seen in 1996 and the subsequent fall in 1997 and 1998.
Distillate prices have also followed crude oil prices up since the beginning of 1999.
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Notes:
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« Natural gas prices surged as summer began. While increasing crude oil prices may have helped to move
natural gas prices higher through March and April, the latest May surge seemsto have come from a
confluence of factors raising concerns over the ability of supply to meet the peak summer demand days this
year. The concerns center on:

o A hot summer being expected this year;
0 A larger share of power generation using natural gas -- especially with the addition of some new

merchant power plants expected to be in service this June;

[}

O

O

A possible interruption to supply from the hurricane season;
Overall demand growth eating into excess deliverability;

Natural gasinventories|lower than last year, and, while not at record absolute lows, providing less
coverage as measured in days of supply.

« lIronically, an important alternative fuel for the electric generating companiesis distillate fuel oil. If natural
gas prices remain high, utilities could use more distillate this summer, hindering a buildup of heating oil
stocks for the winter. Furthermore, with strong prices this winter, fuel switching from natural gasto distillate

could become attractive in some regions, putting more pressure on distillate prices.
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Natural Gas Wellhead Prices

« EIA currently expects natural gas prices to remain high through the winter. Residential prices could average
$8.00 per MCF versus $6.71 last winter. With colder weather, consumers will be using more fuel aswell as
higher priced fuel.

http://www.eia.doe.gov/pub/oil_gas/petroleum/presen...inter_distillate_and_natural_gas_outlook/sld024.htm (2 of 2) [8/10/2000 4:36:03 PM]
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Notes:

« Inconclusion—The U.S. may be starting winter with low stocksin all the heating fuel sectors.
« Low stockstrandate to an increased potential for price volatility.

http://www.eia.doe.gov/pub/oil_gas/petroleum/presentatio...00/winter_distillate_and_natural_gas_outlook/tsld025.htm [8/10/2000 4:36:03 PM]


http://www.eia.doe.gov/pub/oil_gas/petroleum/presentations/2000/winter_distillate_and_natural_gas_outlook/tsld024.htm

When Will Crude Oil Prices Fall?

When Will Crude Oil Prices Fall?

West Texas Intermediate Monthly Average Prices

35
3“ 3 -‘-- o
. TN -
2 25 T,
= N
T 20 - Ta P
@ \ -
=~ n
¢ 15 ]
| J'\/J
o 10
= -
Historny F ofre cast
5
0
[= [=a == == =5 =p = = oy - I
* o 9 & % & S g 2 g 3
= = = - = - = - = - =
s X 5 3z 5§ X 5 x 5§ 3 5
F orecast: E nergy Information Administration July Short Term Energy Outlook @ia.
Slide 4 of 25
Notes:

« World ail prices have tripled from their low point in December 1998 to June this year, pulling product prices
up aswell. But crude prices are expected to show a gradual decline as increased oil production from OPEC
and others enters the world oil market, although the actual path may not be as smooth as that shown on the

graph.
0 The average price of WTI was ailmost $30 per barrel in March, but dropped to $26 in April asthe
market responded to the additional OPEC production.

0 However, prices strengthened again, averaging almost $32 in June, as growing gasoline production
needs pulled on the crude market in the face of low crude oil and gasoline stocks.

o With the recent OPEC and Saudi Arabian announcements of planned production increases, EIA
expects adequate OPEC supplies to be introduced into the market throughout the rest of the year,
which should bring WTI crude oil price down somewhat by year end. The OPEC Basket price on July
24 was $25.70, just above the Saudi target.

« These crude oil price projections reflect:
o Fairly low world demand growth during 2000 of 1.6 percent, or 1.2 million barrels per day.
o Non OPEC production growth during 2000 of over 1.0 million barrels per day.
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When Will Crude Oil Prices Fall?

o Growthin Iragi production of 700 thousand barrels per day from Q1 to Q4 2000. Iragi production is
estimated at more than 3.0 million barrels per day in the fourth quarter 2000.

0 Growing OPEC leakage over the current OPEC target.

http://www.eia.doe.gov/pub/oil_gas/petroleum/presen...inter_distillate_and_natural_gas_outlook/sld004.htm (2 of 2) [8/10/2000 4:36:04 PM]
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Notes:

« OPEC has been amagjor factor behind the recent swing in crude oil prices.

o Aspricesfell in 1997 and 1998, OPEC gradually removed supply from the market. In total, OPEC targeted
cutbacks of 4.3 million barrels per day representing about 6% of world supply.

« With thelast cutback in March 1999, prices reversed and climbed rapidly. As they exceeded $30 per barrel
in 2000, OPEC began returning supply to the market.

o Thisyear, following OPEC’ s announcement in late March 2000 that production quotas would
increase, pricesfell in April. However, prices rebounded when the actual increase in OPEC ail
production was insufficient to meet demand and rebuild inventories to normal levels.

o Thisprompted OPEC into another quota increase which was announced in late June. But, when prices
still did not fall, Saudi Arabia, on July 3, announced its intention to increase production even further.

« Production levelsfor al of OPEC (including Irag) are assumed to rise about 2.6 million barrels per day from
the first quarter to the fourth quarter this year.

o The EIA base case assumes OPEC-10 production (excluding Iraq) will increase about 1.9 million
barrels per day from first to fourth quarter, putting them over 0.8 million barrels per day above their
new quota by the end of 2000.
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OPEC Production Changes Impacted World Crude Oil Prices

« Thisadditional OPEC supply combined with non-OPEC production increases should put downward pressure
on prices.
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Notes:

« Asgloba production changed relative to demand, the world moved from a period of “over supply” in 1998
to one of “under supply” in 1999 and 2000. Inventories are a good means of seeing the imbalance between
petroleumn production and demand. For example, when production exceeds demand, inventoriesrise. A large
oversupply will put downward pressure on prices, while undersupply will cause pricesto rise.

« OECD inventoriesillustrate the changes in the world balance. OECD inventories rose to very high levels
during 1997 and 1998 when production exceeded demand and prices plummeted to almost $10 in December

1998. However, when inventories fell to the low levels seen above during 1999 and early 2000 as demand
exceeded production, prices rose to $34 per barrel. .

o EIA’sbase case shows OECD inventories recovering and approaching seasonal levels seen in the first half
of the 1990’ s as aresult of increases in OPEC production. But because demand has grown since the first half

of the last decade, this volume of inventories leaves less cushion in terms of days of supply than we had 5
years ago.
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Notes:

o Thischart illustrates how low stocks are on aforward-cover or days supply basis.

« At year-end 2000, stock coverage on adays supply basisis expected to remain low, despite absolute
volumes returning to levels seen during the first half of the 1990's. Thisiswhy EIA does not expect prices
to drop below $25 before year end, under the circumstances just described.

http://www.eia.doe.gov/pub/oil_gas/petroleum/presentati...00/winter_distillate_and_natural_gas_outlook/sId007.htm [8/10/2000 4:36:07 PM]


http://www.eia.doe.gov/pub/oil_gas/petroleum/presentations/2000/winter_distillate_and_natural_gas_outlook/www.eia.doe.gov
http://www.eia.doe.gov/pub/oil_gas/petroleum/presentations/2000/winter_distillate_and_natural_gas_outlook/tsld007.htm

Distillate Supply/Demand Balance Reflected in Spreads

Distillate Supply/Demand Balance
Reflected in Spreads

NY HarborDistillate - WTI Crude O}l Price
100

90 g

80 Spotf Fuel Oil Price I

70

6o N
50 wf

40
30
20

10
0

Jan-94 Jan-95Jan-96 Jan-97 Jan-98 Jan-99 Jan-00

Cents Per Gallon

Source: ORI Platt's Spot Prices @g-f

Slide 8 of 25

Notes:

« Whilecrude oil priceswill be amajor factor impacting distillate prices this winter if no supply disruptions
occur, another important factor isthe U.S. distillate supply/demand balance, as measured by distillate stocks.

« Thedistillate supply/demand balance influences the spread between spot distillate and spot crude oil prices.
For example, with higher than normal stocks, the spread will be lower than usual. This spread isthe price
incentive that encourages or discourages changesin supply.

« While high stocksin the distillate market are good news for consumers, an excess is bad news for refiners.

« Distillate spreads during the winter of 1998-99 and throughout most of 1999 were well below average. From
time to time, distillate prices on the Gulf Coast dropped below WTI prices. Digtillate stocks happened to be
very high on top of warm weather keeping demand down.

o Last winter (1999-00) began with high stocks and low distillate margins (4 cents below average in
September). Margins stayed fairly weak until the price spike in January.

« InJuneof thisyear, distillate margins were weak at 2.5 cents per gallon as aresult of crude oil prices
increasing, but by July they had strengthened to 6.5 cents per gallon, which implies stocks are not high.
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Notes:

« Asyou might have deduced from the discussion on generally low petroleum stocks, distillate stocks are low.

» Stocks had been dropping since August 1999 as world petroleum inventories were declining. Still, at the end
of November they were well within the normal band. But in December, stocks dropped below the normal
band and have not fully recovered.

« Asthe normal stock band shows, we typically build distillate stocks during the summer for use during the
winter.

« Refiners are now focusing on gasoline production, and with relatively low gasoline inventories, it isunlikely
refinery yields will be tilted to distillate fuel oil versus the normal pattern during the summer gasoline
season. If stocks follow their normal build pattern, we would begin the winter with below average stock
levels.

« Aswasjust evidenced in the gasoline market, below average stock levels trandlate to increased potential for
price volatility.
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Notes:

« Why do stocks matter in the Northeast? They are the nearest source of supply when anything unexpected
occurs, and they supply a significant portion of demand during the peak heating season.

« Stocks are normally an important part of PADD 1 winter distillate supply. Over the last 10 years, they
provided about 15% of supply during the peak winter months of January and February. One of the biggest
stock draws we have seen was in January 1994, when a prolonged severe cold spell required 666 MB/D of
stocks, covering amost 36% of demand for that month.

0 On average, stocks supply the East Coast with about 260 MB/D on average in January and 280 MB/D
in February. Those supplies represent draws of about 8 million barrels in one month.

o PADD 1 refineries meet about 25% of demand during January and February, and other PADDs -- mostly
PADD 3 -- supply 40-50% of the region’s needs.

« Imports generaly supply about as much as stocks during the peak months, with most of the product coming
from Canada, the Virgin Islands and V enezuela. During the peak months, product from more distant sources
also helpsto supply the region.

» Thus, about 60% of the East Coast’ s supply comes from distant sources, which adds time to resupply.
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Notes:

« To understand where stocks might go in the future, we must understand the demand and supply factors that
affect stock levels.

« First consider demand. While demand for diesel fuel isinfluenced by the economy in the short run, demand
for heating ail is strongly influenced by weather. Demand for heating oil averages about 20% of total
distillate fuel demand. But in the winter it can represent well over 30%.

 Thistable shows winter weather and heating oil demand in the Northeast, which represented almost 60% of
U.S. heating oil demand in 1999. During the winter months, the Northeast can top 70% of US heating oil
demand.

« We have experienced four warm wintersin arow in the Northeast. This has depressed demand over the
winter months of October through March compared to “normal” or average winter weather.

« Thewinter of 1996-97 was closer to an average winter than the others, and EIA’s prime supplier data
indicates that PADD 1 demand for No. 2 fuel oil was 9-13% less during the last three warm winters
compared to winter 1996-97.

« Clearly demand for this coming winter will be higher if the weather is closer to normal.
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Notes:

« Total distillate demand includes both diesel and heating oil. These are similar products. Physically, diesel
can be used in the heating oil market, but low sulfur requirements keep heating oil from being used in the
on-road transportation sector.

« Looking at demand in some detail, we can see demand last year grew over prior years. U.S. distillate
demand during the last winter (1999-00) was more than 4% higher than in the prior year, due mainly to
diesel demand growth, since warm weather kept heating oil demand from growing.

« Total distillate demand peaks in the winter due to heating oil demand increases. While the average peak isin
January, this past winter and two years ago, the peak was in December.

« Last December, when stocks dropped below the normal band, demand was almost 12% stronger than the
prior year, although U.S. temperatures were only 6% colder. The Northeast, however, was 11% colder, and
this region would affect heating oil demand more strongly than U.S. temperatures.

« Still, December demand seemed stronger than the weather would have indicated. Some of this strength may
have come from Y 2K activities. For example, anecdotal evidence indicates some utilities removed
themselves from the natural gas system and used distillate during the year turnover to assure uninterrupted
electricity supply.
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Notes:

« High sulfur distillate demand is used for heating oil, as well as electric peaking unit fuel and in some
applications in industrial and commercial facilities. It reflects the strong seasonal pattern of heating oil --
increasing about 50% during the winter over the summer.

« Thechart aso illustrates the lack of growth in thisfuel over the past few warm winters.
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Notes:

o Low sulfur distillate can be used in any distillate application. It includes diesel used in transportation.

« Low sulfur distillate does not exhibit the strong seasonal pattern of the high distillate market, and shows the
strong growth in diesel fuel use over the past couple of years.
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Notes:

« Demand is expected to increase 2% this winter over last. The forecast assumes normal winter weather,
which would be 11% colder than we experienced last winter. However the Northeast would only be 7%
colder than last winter. Demand growth is expected to be held in check in spite of the colder weather asa
result of the economy slowing and higher prices dampening diesel and some other demand.

« Thisforecast is highly uncertain. It depends on weather, the economy, and the natural gas market. Both
heating oil and diesel demand could be stronger than currently shown due to factors such as:

o high natural gas prices causing more large customersto switch to distillate fuel;
o astronger economy and stronger diesel demand than expected, as well as

0 weather uncertainties. Should we have a fourth warmer-than-normal winter, the weather would
moderate both natural gas switching into distillate as well as heating oil demand.
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Notes:

« Production will also impact stocks this winter.

 Last winter, production was cut back in December, which, when combined with the strong increase in
demand, resulted in the large strong stock draw. But this did not diminish the typical production decline that
occurred in January, leaving stocks precariously low.

o AsDecember began, margins were low, and November weather had been 16% warmer than the prior
year.

o Stockswere in the normal range, and companies were still smarting from the extremely low margins
of the prior winter.

0 Refiners reduced production to the prior year’ s levels as aresult.

« When the cold spell hit the Northeast and caused prices to spike at the end of January, production rebounded
in response. However, increased imports were the main source in supply increases following the price spike.
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Notes:

« Recall that stocksfell below the normal band in December last year. Both a strong increase in demand and a
production decline contributed to the draw.

« Thischart provides away of combining the two factors to show their impact relative to history. The ratio of
production to demand indicates roughly when we are seeing stock builds versus stock draws. (Net imports
will also impact stock changes.) For example, when the ratio isless than 1, stocks would would probably be
falling.

« Theratio wasvery low last December.
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Notes:

« Production is projected to increase 194 MB/D or 6% this winter.

« Didtillate production can be increased by increasing crude oil inputs to refineries -- which increases all
product production -- or by increasing distillate yields, which resultsin a switch in volumes between
products. A higher distillate yield means higher distillate production but lower gasoline and/or jet fuel
production.

« Theforecast production isincreasing mainly as the result of increased crude oil throughputs of about 740
MB/D with yields holding at about last winter’s levels.

« Crudeinputs as a percent of operable capacity during the fall distillate build September through November
are forecast to be high, at about the same levels seen in 1997. Thus, any further increasesin distillate
production would likely come from increasesin yields.

« Net imports are forecast to be similar to last winter’ s levels.
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Notes:

« When EIA’s demand forecast is combined with its outlook for production and net imports, distillate stocks
are projected to remain low for the rest of the year.

0 The June 30 distillate fuel stock level is nearly 22% less than last year and the lowest end-June level
since the late 1980s/early 1990s.

« Itisunlikely refinery yields will betilted to distillate fuel oil versusthe normal pattern before the gasoline
season is finished.

o Over thelast 10 years, the average stock build from the end of June through end of November has been
about 25 million barrels. We are forecasting about a 34 million barrel build, but even that does not get us
into the normal band. The good news is that the ending December stock levels are projected to be higher
than last December’ sinventory levels.

« Still, aswasjust evidenced in the gasoline market, below average stock levels trand ate to increased potential
for price volatility.
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Notes:

« Ye, if economic incentives evolve for refinersto produce more distillate during the fall than shown, the
capability exists to respond through increased yields.

« Thisgraph showsthe distillate yield pattern over the 1990's. Generally yields rise in the fall to build stocks
for winter distillate use. On average, the yield increase during the fourth quarter is about 2% higher than the
yield average of the lowest yield months of June, July and August. (Recognize that a 1% change inyieldis
about a 150 MB/D change in distillate production.)

o During thefall of 1996, the winter season began with very low stocks, but refiners pushed yields to very
high levels to regain some of the lost ground.

o During the winter of 1998-99, we saw a production decline of about 160 MB/D, as refiners began the season
with very high stocks and they did not want to build them further. The production reduction was due mainly
to yield reduction.

« Asshown on this chart, yields are projected to remain at about the same levels as seen last fall during the
stock building cycle. Thus, if more production is needed, increases in yields can produce yet more distillate.
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Notes:

« Thelow stock forecast adds some extra pressure to wholesale margins, but crude price is the major factor
holding prices up thiswinter.

« Thecurrent EIA forecast shows residential prices peaking at $1.15 and averaging $1.14 thiswinter. The
average retail priceis about the same as last winter, but last winter included the price spike in January and
February. In the Northeast, some consumers paid over $2.00 per gallon during the spike.

» Underlying crude oil prices are not expected to change much from this year to last. WTI averaged about
$26.70 last winter, and is currently forecast to be roughly the same price this winter.

« Whileabrief cold snap was afactor behind last year’ s price spike, the winter as a whole was almost 9%
warmer than normal in the Northeast. If we have a normal winter this year, consumers will be buying more
heating oil than last year.

o What isnot shown is, if stocks remain low throughout the winter, supply disruptions or unexpected demand
surges from cold weather could trigger another price spike similar to that seen last winter.
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Notes:

« Thenext dides give aquick overview of the natural gas outlook.
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Notes:

« Natural gasalso isnot heading for a good supply situation at the start of winter.

» Natural gas working storage levels are lower than in recent years. Low injection ratesin the first 3 months of
the refill season, which beginsin March, were low and resulted in a stock level 8 percent below the 5-year
average. However, net injections in the first 2 weeks of July were 24 percent above average, as moderate
weather slowed demand.

« Natural gas inventories are expected to remain at the bottom of the normal range for the remainder of the
year, unless we have unusually moderate weather through the rest of the build cycle.

« Stock growth has been slow because adjustments in domestic production seem to be lagging behind a recent
rise in demand.

« Expanding gas consumption potential may have been obscured in recent years by warm wesather, record
electricity output from hydro and nuclear facilities, and low petroleum prices. Last year, consumption only
rose by 0.5 percent.

» Gas production hit arelative peak of 18.9 TCF in 1997, and has declined slightly to 18.7 by 1999.
Production to date in 2000 is about the same as last year. Aggregate production from the major producing
statesof TX, LA, OK, NM, KS, and AL has declined slightly in recent years, and has not been fully offset
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by increases from other regions.
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Notes.

« Throughout the summer, gasoline prices have drawn most of the public’s attention, but EIA has
been concerned over winter heating fuels as well.

« Distillate inventories are likely to begin the winter heating season at low levels, which increases
the chances of price volatility such asthat seen last winter.

« Natural gas does not look much better.
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